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The Section 199 Production Activities Deduction: Background and Analysis

Summary

In 2004, Congress added the Section 199 domestic production activities deduction to the Internal
Revenue Code (IRC). The deduction was intended to achieve a number of policy goals, including
compensating for repeal of the extraterritorial income (ETI) export-subsidy provisions,
supporting the domestic manufacturing sector, and reducing effective corporate tax rates.

Under current law, qualified activities are eligible for a deduction equal to 9% of the lesser of
taxable income derived from qualified production activities, or taxable income. Eligible income
includes that derived from the production of property that was manufactured, produced, grown, or
extracted within the United States. Electricity, natural gas, and potable water production is also
eligible, as is film production. Domestic construction projects, as well as engineering and
architectural services associated with such projects, also qualify. Certain oil- and gas-related
activities also qualify for the deduction, but at a reduced rate of 6%. Overall, more than one-third
of corporate taxable income qualifies for the deduction.

In 2013, 66% of corporate claims of the Section 199 deduction were attributable to the
manufacturing sector. Another 16% of the value of corporate claims came from the information
sector, while 3% were attributable to the mining sector. Other large sectors of the economy, such
as finance and insurance, as well as wholesale and retail trade, had few Section 199 claims,
relative to their contributions toward economic activity.

In practice, the Section 199 deduction reduces corporate tax rates for certain selected industries.
Providing a tax break for certain industries can distort the allocation of capital in the economy,
reducing economic efficiency and total economic output. Economic efficiency may be enhanced
by repealing the Section 199 deduction and using the additional revenues to offset the cost of
reducing corporate tax rates. Repealing the Section 199 deduction could allow for a revenue-
neutral corporate tax rate reduction of an estimated 1.4 percentage points.

For companies currently claiming the Section 199 deduction, repeal of the deduction in exchange
for a reduced corporate tax rate could lead to increased effective tax rates. Under current law,
activities eligible for the deduction receive a tax break equal to 3.15 percentage points. Further,
the deduction can currently be claimed by pass-through entities, including S corporations and
partnerships. If the Section 199 deduction were repealed for all businesses, but rate cuts were
confined to the corporate sector, the result could be higher effective tax rates on pass-through
entities. Repealing the Section 199 deduction only for the corporate tax could allow for a
revenue-neutral corporate tax rate reduction of an estimated 1.0 percentage points.

Recent tax reform proposals include repeal of the Section 199 deduction as part of base
broadening, providing additional revenue to offset the revenue loss associated with rate reduction.
Specifically, both the Tax Reform Act of 2014 (H.R. 1) in the 113" Congress and the House
Republican “Better Way” tax reform blueprint from 2016 include repeal of the Section 199
deduction.
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The Section 199 Production Activities Deduction: Background and Analysis

he Section 199 domestic production activities deduction reduces tax rates on certain types

of activities, primarily domestic manufacturing activities." While a policy objective of the

provision was to reduce taxes for domestic manufacturing, in practice, a number of firms
in other industries benefit. Many economists and policymakers believe that corporate tax reform
could result in a tax code with a broader base and lower rates that could promote economic
activity and growth. Arguably, provisions such as the Section 199 deduction that favor certain
economic sectors may be inconsistent with this broad-base, low-rate objective.

The Section 199 deduction was enacted in 2004 to address a number of policy concerns. In part,
the deduction was designed to compensate for the repeal of the extraterritorial income (ETI)
provision that had been found to be a prohibited export subsidy by the World Trade Organization
(WTO). The deduction was also designed to support the domestic manufacturing sector and
reduce effective corporate tax rates. As adopted, the definition of eligible domestic production
activities extends beyond the manufacturing sector, reducing effective tax rates across a number
of economic sectors.

From an economic perspective, providing a deduction for selected domestic manufacturing
activities is less efficient than an across-the-board cut in tax rates. By allowing only certain
sectors to qualify for this deduction, the tax code creates an added incentive for capital investment
in activities that would have produced lower pretax rates of return. This incentive distorts the
allocation of capital. Targeted tax incentives may be inefficient, as they can drive capital away
from its most productive use, reducing overall economic output. Such efficiency concerns are
central to economic arguments in support of a broader tax base, with lower tax rates.

Repeal of the Section 199 production activities deduction has been included in recent tax reform
proposals. In 2010, both the Fiscal Commission and the Debt Reduction Task Force
recommended eliminating Section 199, along with most other corporate tax expenditures, in
exchange for a reduced corporate tax rate.” The Tax Reform Act of 2014 (H.R. 1) introduced in
the 113" Congress also proposed eliminating various corporate tax expenditures as part of
corporate tax reform that would result in lower tax rates.® The House Republican “Better Way”
blueprint released in June 2016 during the 114™ Congress proposed eliminating Section 199 and
most other tax expenditures while lowering the corporate tax rate to 20%.* As Congress looks at
options for reducing the corporate tax rate, possibly such that the reduction is revenue-neutral,
eliminating the production activities deduction might be considered. Eliminating the deduction
would allow for approximately a 1.4 percentage point reduction in the corporate tax rate.

A targeted repeal or reform of the Section 199 deduction has also been considered. One common
theme is to evaluate the eligibility of certain types of activities, notably those related to oil and
gas. Already, the deduction for oil and gas is limited. Since 2007, Congress has voted numerous
times on measures that would limit or repeal the Section 199 deduction for oil- and gas-related

! Section 199 refers to the deduction’s section in the Internal Revenue Code (IRC).

2 The National Commission on Fiscal Responsibility and Reform (Fiscal Commission or Simpson-Bowles) was created
by executive order in 2010. The Debt Reduction Task Force (or Domenici-Rivlin) was a bipartisan task force housed at
the Bipartisan Policy Center. For additional information on tax policy options for deficit reduction, see CRS Report
R41641, Reducing the Budget Deficit: Tax Policy Options, by Molly F. Sherlock.

3 For additional information, see CRS Report R44771, An Overview of Recent Tax Reform Proposals, by Mark P.
Keightley.

4 House Republican Tax Reform Task Force Blueprint, A Better Way: Our Vision for a Confident America: Tax, June
2016, http://abetterway.speaker.gov/_assets/pdf/ABetterWay-Tax-PolicyPaper.pdf. For an analysis of this proposal, see
CRS Report R44823, The “Better Way” House Tax Plan: An Economic Analysis, by Jane G. Gravelle.
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activities. However, in 2015, Congress passed legislation expanding the Section 199 deduction
for certain domestic oil refineries.

Currently, Section 199 allows a deduction equal to 9% of taxable income derived from qualified
production activities. Qualified production activities are defined to include manufacturing,
mining, electricity and water production, film production, and domestic construction. For oil- and
gas-related activities, the deduction is permanently limited to 6%. Across all sectors, the
deduction cannot exceed 50% of W-2 wages paid by the taxpayer for qualifying activities.

This report provides a legislative history of the Section 199 deduction, details on how the
deduction works in practice, an economic evaluation of the deduction, and analysis of the various
economic sectors benefitting from the provision. A number of policy options related to the
Section 199 deduction conclude this report.

Legislative History and Background

The Section 199 domestic production activities deduction was added to the Internal Revenue
Code (IRC) as part of the American Jobs Creation Act of 2004 (AJCA; P.L. 108-357). The
Section 199 deduction was designed, in part, to replace an incentive that had been found to be a
prohibited export subsidy by the WTO.?

From 1971 through 2000, the United States attempted to promote exports through a variety of tax
benefits that were found to violate export-subsidy agreements under the General Agreement on
Tariffs and Trade (GATT) and later the WTO.® The ETI provisions were the last in this series of
export-related tax benefits.” The ETI provisions exempted certain export income and a limited
amount of income from foreign operations from U.S. tax.

A Brief History of U.S. Export Subsidies

In 1971, the Domestic International Sales Corporation (DISC) provisions were enacted as part of a broader
economic package designed to address a number of perceived economic problems, including a deteriorating
balance of payments.8 DISC was originally proposed during an era of fixed exchange rates, as a policy option for
improving the balance of payments, among other goals. The DISC provisions created an incentive for U.S.
multinationals to produce domestically for export, rather than locating production abroad.

The provisions allowed U.S.-based manufacturing firms to set up a DISC subsidiary, through which it sold exports.
Export income could then be allocated to this DISC. DISCs as entities were tax-exempt. Income allocated to the

5 The conference report on AJCA noted that AJCA was “crafted to repeal an export benefit that was deemed
inconsistent with obligations of the United State under the Agreement on Subsidies and Countervailing Measures and
other international trade agreements.” The report went on to state that the AJCA “replaces” export tax relief with a
reduced tax rate for U.S.-based manufacturers. See U.S. Congress, House of Representatives, American Jobs Creation
Act of 2004, Conference Report to Accompany H.R. 4520, 108" Cong., 2" sess., October 7, 2004, H.Rept. 108-755, p.
275.

6 There are other provisions in the tax code that may be viewed as export subsidies. For example, the tax code’s rules
governing the source of inventory sales serve to increase the after-tax return on investment in exporting (i.e., subsidize
exports). The so-called “title passage” rule effectively allows companies to source their inventory sales abroad. For
more information, see U.S. Congress, Senate Committee on the Budget, Tax Expenditures: Compendium of
Background Material on Individual Provisions, committee print, prepared by Congressional Research Service, 114t
Cong., December 2016, S. Prt. 114-31, pp. 57-60.

" For a concise history of U.S. export tax subsidies, see the text box, “A Brief History of U.S. Export Subsidies.” A
more complete history of export-related tax benefits can be found in CRS Report RL31660, A History of the
Extraterritorial Income (ETI) and Foreign Sales Corporation (FSC) Export Tax-Benefit Controversy.

8 See the Revenue Act of 1971 (P.L. 92-178). The DISC provisions went into effect on January 1, 1972.
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DISC could be deferred and would not be subject to tax until it was remitted to the U.S. parent corporation. In
effect, the DISC provisions allowed firms to indefinitely defer taxes on an estimated 16% to 33% of their export
income.?

Several European countries objected to the DISC provisions, complaining that they constituted a prohibited
export subsidy under the General Agreement on Tariffs and Trade (GATT, predecessor to the WTO). In 1984,
the United States replaced the DISC provisions with Foreign Sales Corporation (FSC) provisions, in an attempt to
achieve GATT legality.

FSCs were similar to DISCs, in that both allowed exporters to obtain tax benefits by selling exports through tax-
preferred subsidiary corporations. In contrast to DISCs, FSCs were not allowed to be located in the United
States, and were required to conduct certain management activities abroad. Under the FSC provisions, the total
tax exemption was an estimated |5% to 30% of export income, slightly less that what had been available under
DISC.!10 Ultimately, the FSC provisions were found to violate export-subsidy obligations under the WTO
Agreement on Subsidies and Countervailing Measures. In 2000, Congress moved to repeal FSC, establishing the
ETI provisions as a replacement.!!

The ETI provisions attempted to address WTO-legality concerns by providing a tax benefit that included exports,
but was not “export contingent.” The ET| provisions exempted extraterritorial income from U.S. tax.
Extraterritorial income was defined to provide an exemption for certain export income and a limited amount of
income from foreign operations. Despite the attempt to make the ETI provisions not export contingent, the
WTO still found that the ETI provisions were, in practice, an export subsidy. Congress moved to phase out the
ETI provisions under AJCA and ultimately repealed the transition rules, fully eliminating the ETI provisions, as part
of the Tax Increase Prevention and Reconciliation Act of 2005 (TIPRA; P.L. 109-222).

There were other policy motivations behind the Section 199 deduction, in addition to
compensating for ETI repeal. Congress noted that the Section 199 deduction helped reduce U.S.
corporate tax rates, address challenges imposed on the manufacturing sector during the economic
slowdown of the early 2000s, and promote international competitiveness.?

As enacted, the estimated revenue loss over 10 years associated with enactment of the deduction
was more than 1.5 times the revenues gained from repealing ETI.*® Over the 2005 through 2014
budget window, repeal of the ETT provisions was estimated to generate $49.2 billion in additional
revenues. Over the same time period, revenue losses associated with enactment of Section 199
were estimated at $76.5 billion, for a net revenue loss of $27.3 billion.

Since being enacted in 2004, the Section 199 deduction has undergone a number of minor
modifications. TIPRA clarified that wages for the purpose of the deduction limit were those
relating to domestic production activities. The Tax Relief and Healthcare Act of 2006 (P.L. 109-
432) added the benefit for Puerto Rico, on a temporary basis. The temporary provisions allowing
the deduction for qualifying activities in Puerto Rico have subsequently been extended as part of
“tax extenders.”**

9 See CRS Report RL31660, A History of the Extraterritorial Income (ETI) and Foreign Sales Corporation (FSC)
Export Tax-Benefit Controversy.

10 See CRS Report RL31660, A History of the Extraterritorial Income (ETI) and Foreign Sales Corporation (FSC)
Export Tax-Benefit Controversy.

11 See the FSC Repeal and Extraterritorial Income Exclusion Act of 2000 (P.L. 106-519).

12 See U.S. Congress, House of Representatives, American Jobs Creation Act of 2004, Conference Report to
Accompany H.R. 4520, 108™ Cong., 2" sess., October 7, 2004, H.Rept. 108-755, p. 275.

13 See U.S. Congress, Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in the 108™
Congress, committee print, 108" Cong., May 2005, JCS-5-05, p. 546.

14 CRS Report R44677, Tax Provisions Expiring in 2016 (“Tax Extenders”), by Molly F. Sherlock. The Tax Relief,
Unemployment Insurance Reauthorization, and Job Creation Act of 2010 (P.L. 111-312) extended the benefits for
Puerto Rico through 2011. The American Taxpayer Relief Act of 2012 (P.L. 112-240) extended the benefits for Puerto
Rico through 2013. The Tax Increase Prevention Act of 2014 (P.L. 113-295) extended the benefits for Puerto Rico
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Additional changes were made to the Section 199 deduction as part of the Emergency Economic
Stabilization Act of 2008 (EESA; P.L. 110-343). Under EESA, oil-related qualifying production
activities, including but not limited to oil and gas extraction, were limited to a 6% deduction for
tax years starting after 2009.

The Section 199 deduction was also modified under EESA to take into consideration domestic
film industry operations.'® Specifically, W-2 wage limitation restrictions were modified for the
film industry, as was the application of the Section 199 deduction to partnerships and S
corporations in the film industry.

The Section 199 deduction was enhanced for crude oil refiners that are not a major integrated oil
company as part of the Consolidated Appropriations Act, 2016 (P.L. 114-113). Specifically, the
provision limited the amount of transportation costs to be taken into account when determining
taxable income for the purposes of the Section 199 deduction to 25%. The result is higher income
for the purposes of calculating the deduction, and thus a larger deduction. This provision was
enacted on a temporary basis to provide support for independent refiners following changes in
crude oil export policy, and is set to expire at the end of 2021.%°

The Deduction: Applying the Deduction to
Qualified Activities

The production activities deduction allows taxpayers a deduction based on the lesser of taxable
income derived from qualified production activities (qualified production activity income; QPAI)
or taxable income.’ A taxpayer’s QPAI is equal to the taxpayer’s domestic production gross
receipts (DPGR), reduced by (1) the cost of goods sold that is allocable to those receipts; and (2)
other deductions, expenses, and losses that are properly allocable to those receipts.

Eligible income includes that derived from production property that was manufactured, produced,
grown, or extracted within the United States. Electricity, natural gas, and potable water
production is also eligible. As noted above, film production also qualifies. Construction
performed within the United States may also qualify for the deduction, as can engineering and
architectural services associated with domestic construction projects. In 2012, more than one-
third of corporate taxable income was eligible for the Section 199 deduction.™®

The Section 199 production activities deduction, as enacted in 2004, was phased in such that the
full deduction rate of 9% was reached starting in 2010. During 2005 and 2006, eligible taxpayers
could claim a tax deduction equal to 3% of the lesser of taxable income or QPAI. For tax years
2007, 2008, and 2009 the deduction rate was 6%.

through 2014. The Protecting Americans from Tax Hikes (“PATH”) Act of 2015 (Division Q of the Consolidated
Appropriations Act, 2016; P.L. 114-113) extended the benefits for Puerto Rico through 2016.

15 Congress believed domestic film production to be important to the U.S. economy. See U.S. Congress, Joint
Committee on Taxation, General Explanation of Tax Legislation Enacted in the 110 Congress, committee print, 110™
Cong., March 2009, JCS-1-09, pp. 447-449.

16 See CRS Report R44403, Crude Oil Exports and Related Provisions in P.L. 114-113: In Brief, by Phillip Brown,
John Frittelli, and Molly F. Sherlock.

17 For individual taxpayers, the deduction is limited to the lesser of QPAI or adjusted gross income (AGI).

18 Rebecca Lester and Ralph Rector, “What Companies Use the Domestic Production Activities Deduction?” Tax
Notes, August 29, 2016, pp. 1269-1292.

Congressional Research Service 4



The Section 199 Production Activities Deduction: Background and Analysis

When Section 199 was added to the code in 2004, the Treasury was granted broad authority to
prescribe regulations necessary to carry out the purposes of the legislation. The Treasury defined
qualified activities that were “manufactured, produced, grown, or extracted” to include minerals
mining and refining activities.*® Oil refining is explicitly used as an example in the Treasury
regulations as a qualified activity.?’ The Treasury regulations also clarified that construction
activities related to drilling of oil and gas wells were qualified activities for the Section 199
deduction.

The deduction is permanently limited to 6% for oil-related qualified production activities.?* For
the purposes of limiting the Section 199 deduction, EESA defined oil-related production activities
as being related to the production, refining, processing, transportation, or distribution of oil, gas,
or any primary product thereof. A primary product from oil includes crude oil, and all products
derived from the destructive distillation of crude oil, such as motor fuel.

The deduction cannot exceed 50% of the W-2 wages paid by the taxpayer during the year. The
wage limitation effectively prevents sole proprietorships without employees from claiming the
credit. Only wages allocable to qualifying domestic production activities qualify. Limiting the
deduction according to wages paid for qualifying domestic production activities helps ensure that
taxpayers claiming the deduction are paying wages to domestic employees.

The Section 199 production activities deduction serves to reduce the effective tax rate—the actual
rate of taxes paid relative to income—on qualified activities. Generally, tax liability is calculated
as follows:

Taxes = [(Income — Expenses)(1 — p) x f] — Tax Credits,

where ¢ is the statutory tax rate and p is the production activities deduction rate. For income that
does not qualify for the production activities deduction, p is zero.

For businesses, the primary component of income is revenues from the sale of goods and
services. Other income sources include investment income, royalties, rents, and capital gains.

Once income has been determined, expenses allowed by the tax code are deducted.?? Businesses
can deduct expenses, including salaries and wages, purchased materials and inputs, advertising
costs, charitable contributions, insurance premiums, legal fees, and various other items.? Interest
payments are also deductible, as are deductions for depreciation allowances.?* Theoretically, taxes
are levied on profits, rather than gross income.

19 U.S. Congress, Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in the 110" Congress,
committee print, 110t Cong., March 2009, JCS-1-09, pp. 354-355.

20 |bid.
2 Qil-related production activities include the production, refining, processing, and transportation of oil and gas.

22 Deductions reduce tax liability according to the corporation’s marginal tax rate. For example, if a corporation in the
35% tax bracket has a qualifying deduction of $100,000, the corporation’s tax liability is reduced by $35,000 (=
$100,000 x 35%).

23 Business may also deduct net operating losses (NOLS) carried forward from previous tax years, or carried back to
past tax years. The presence of NOLs can make it such that QPAI is different from taxable income, which can have
implications for calculating the Section 199 deduction, as illustrated in the example for “Company 1 below.

24 Depreciation allowances account for the decline in value of tangible capital. When corporations purchase capital
assets, such as buildings and equipment, it is expected that these capital assets will be used in the production process
for many years. The tax code requires that businesses capitalize such investments, and take depreciation deductions
over time. Oftentimes, depreciation deductions are allowed at a rate that approximates the rate at which the capital
investment loses value. Other times, depreciation allowances are accelerated, providing additional deductions early-on,
increasing the value of the stream of deductions to the taxpayer. Accelerated depreciation allowances can compensate
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When the production activities deduction applies, the tax rate is the statutory tax rate (generally,
35%) multiplied by (1-p).” For example, when p = 0.09, the effective tax rate becomes 31.85%
(35% % 0.91). When p = 0.06, as is currently the case for the oil- and gas-related activities, the
effective tax rate becomes 32.9% (35% x 0.94).

Calculating the Domestic Production Activities Deduction: Examples
The following examples illustrate hypothetical calculations of the Section 199 production activities deduction.
Company |
Company | is a manufacturing corporation operating exclusively within the United States. In 2010, Company |’s

activities generated $| million in QPAI. During 2010, Company | paid W-2 wages of $500,000. Company | also
had a net operation loss (NOL) carry forward of $300,000.

Since Company | had a NOL carry forward, taxable income was less than QPAI (taxable income in this case is

assumed to be $| million less the $300,000 NOL carry forward, or $700,000). Applying the 9% deduction rate,

Company I’s deduction is $63,000. Since W-2 wages were $500,000 in 2010, Company |’s deduction was not

reduced by the wage limitation.

Assuming a corporate tax rate of 35%, this $63,000 deduction reduces Company |’s tax liability by $22,050.
Company 2

Company 2 is a manufacturing company with operations in the United States and abroad. Company 2 generated a

total of $1 million in production activities income. One-half of that income, or $500,000, was generated in the

United States. Company 2 paid $250,000 in W-2 wages to U.S. workers for domestic production activities.

Applying the 9% deduction rate to Company 2’s domestic production activities income, Company 2’s deduction is

$45,000. Company 2’s deduction was not reduced by the wage limitation. If Company 2 had earned all of its

manufacturing income in the United States, the deduction would have been twice as large.

Assuming a corporate tax rate of 35%, this $45,000 deduction reduces Company 2’s tax liability by $15,750.
Company 3

Company 3 is a U.S. firm engaged in oil-related qualified production activities. For 2010, Company 3’s activities

generated $500,000 in oil-related QPAI. During 2010, Company 3 paid W-2 wages of $50,000.

Since Company 3’s QPAl is from oil-related activities, Company 3’s deduction rate is limited to 6%. The 50% of

W-2 wages limitation limits Company 3’s Section 199 deduction to $25,000 (50% of Company 3’s $50,000 W-2

wages paid). In the absence of the W-2 wage limitation, Company 3’s deduction would have been $30,000 (6% of

$500,000 in QPAI).

Assuming a corporate tax rate of 35%, this $25,000 deduction reduces Company 3’s tax liability by $8,750.

Tax Expenditure Estimates

During 2016, the production activities deduction is expected to have resulted in $20.0 billion in
foregone federal revenues ($14.5 billion for corporations, $5.5 billion for individuals) (see Table

1).

taxpayers for depreciation systems that are not indexed to inflation, and thus do not compensate taxpayers for price
changes over time. Thus, when assessing the value of depreciation allowances, a present value methodology should be
employed.

25 In calculating the tax liability for activities that do not qualify for the Section 199 deduction, p = 0.
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Table 1. Production Activity Deduction Tax Expenditures

billions of dollars

Deduction Rate

3% 6% 9%2
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020
Corporate 1.8 2.7 39 5.5 5.0 7.0 8.9 9.6 10.1 12.2 1.7 14.5 14.6 14.7 14.9 15.3
Noncorporate 0.6 0.9 1.3 1.8 1.2 24 34 38 4.0 4.6 4.5 5.5 55 5.6 57 5.8
Total 24 3.6 5.2 73 6.2 9.4 12.3 13.4 14.1 16.8 16.2 20.0 20.1 20.3 20.6 21.1

Source: Joint Committee on Taxation (JCT), Tax Expenditure Estimates, various editions, available at http://www.jct.gov/publications.html?func=select&id=5.

Notes: Annual tax expenditure estimates are projections, and reflect estimated rather than actual federal revenue losses.

a. For years after 2009, oil- and gas-related activities are limited to a 6% deduction.
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Estimated revenue losses have steadily increased since the provision was first enacted in 2005.
Large increases were observed in years when the deduction rate increased. By 2010, the
deduction was fully phased in, set at 9% for qualified domestic manufacturing activities (or 6%
for oil- and gas-related activities). Since 2010, the tax expenditure estimate associated with the
provision has doubled. This increase could reflect both (1) an increase in qualifying activities, and
(2) an increase in firms’ ability to benefit from the incentive. The Great Recession and associated
corporate losses in 2010 likely prevented firms from claiming the deduction in the 2010 tax year,
as well as future tax years, to the extent that losses were carried forward.

Between 2016 and 2020, JCT estimates suggest that approximately 72% of the revenue losses
resulting from the Section 199 deduction will be attributable to the corporate sector. The
remaining revenue losses stem from deductions taken by S corporations, partnerships, and sole
proprietorships.”® When the Section 199 deduction was enacted in 2004, JCT estimated that in
2005, 75% of the associated revenue losses would be attributable to C corporations, 12%
associated with S corporations and cooperatives, 9% with partnerships, and 4% with sole
proprietorships.?’

All else being equal, repealing the deduction would generate additional revenues. These revenues
could be used to offset the cost of a tax rate reduction. Eliminating the deduction for all
businesses would generate enough additional revenue to offset the cost of approximately a 1.4
percentage point reduction in the corporate tax rate.?® If the deduction were eliminated for
corporations only, it could offset the cost associated with approximately a 1.0-percentage-point
corporate rate reduction.

Economic Issues

A tax code that is economically efficient is an often cited goal of tax reform. For economists,
when resources are put to their best use, economic efficiency is maximized. The following
sections outline the concepts of economic efficiency and discuss the Section 199 deduction in this
framework.

Economic Efficiency?

Economic efficiency is maximized when resources (capital and labor) are employed in their most
productive use. When economic efficiency is maximized, so too is economic output. In a well-
functioning free market, the return to various investments should adjust to ensure capital is
allocated efficiently. When the return to an investment in one sector of the economy is higher than
the return in another, this differential sends a signal that capital is valued more highly in that first

26 For additional background on these different types of organizations, see CRS Report R43104, A Brief Overview of
Business Types and Their Tax Treatment, by Mark P. Keightley.

27 etter from George K. Yin, Joint Committee on Taxation, to Mark Prater and Patrick Heck, Senate Finance
Committee, Revenue Estimate Request, September 22, 2004.

28 Calculations completed following the method described in CRS Report R41743, International Corporate Tax Rate
Comparisons and Policy Implications, by Jane G. Gravelle. Estimates rely on 2017 tax expenditure estimates, the 2017
CBO corporate tax baseline, and 2013 Internal Revenue Service (IRS) Statistics of Income (SOI) corporate tax
revenues before tax credits and after tax credits.

28 A discussion of economic efficiency issues with the Section 199 production activities deduction can also be found in

Jane G. Gravelle, “The 2004 Corporate Tax Revisions as a Spaghetti Western: Good, Bad, and Ugly,” National Tax
Journal, vol. 58, no. 3 (September 2005), pp. 347-365.
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sector. Capital will tend to flow out of the low-return sector into the higher-return sector, until the
returns to capital across sectors are equalized.

Tax policy can be used to enhance economic efficiency when markets fail to direct resources to
their most productive uses.® Alternatively, tax policy can also reduce economic efficiency. When
taxpayers respond to tax incentives and distort resource allocation, economic output may not be
maximized, as resources are not directed to their most productive uses.

The Section 199 production activities deduction increases the after-tax return to particular
investments by lowering the effective tax rate in certain industries, and thus may distort the
allocation of capital. This effect could reduce economic efficiency and total economic output by
directing capital away from its most productive use. A 2017 Treasury report on business tax
reform noted that “[t]he domestic production activities deduction is difficult to justify without
clear evidence that it provides offsetting social benefits of some kind. Without such a social
benefit, then to the extent that it is targeted to particular industries or activities it could
inefficiently encourage such activities over others that do not benefit.”%

Part of the policy rationale behind adopting the Section 199 deduction was to provide support to
the manufacturing sector.* Specifically, there were concerns regarding the impact of competition
from foreign producers on U.S. manufacturers.® In practice, however, the decline in
manufacturing employment since 2000 can also be explained by increases in productivity.*
Increased productivity is generally associated with strong economic growth. If increased
productivity is the reason behind declines in manufacturing sector employment, tax policies
designed to promote manufacturing employment could reduce economic efficiency, as such tax
policies are not correcting for a market failure. That said, the manufacturing sector continues to
be important for innovation and export growth, policy objectives that support having targeted tax
benefits for manufacturing.®

The Section 199 deduction could serve to counter other economic inefficiencies created by the tax
code. The tax-favored status of investments financed using debt rather than equity may lead to
various economic distortions.*® The Section 199 deduction, by reducing tax rates in the corporate
sector, may help reduce debt-equity distortions. These distortio